Diversifying an investment portfolio through the diversification of assets, which is accompanied by the dispersion of risk, is aimed at achieving an appropriate balance between the expected return and an acceptable level of investment risk. While considering the specificity of various forms of investing in property, the level of the liquidity risk of property assets and the risk of financial instruments in the real estate market, as well as the volume of the capital involved and the regional differentiation of its allocation, this paper intends to present the possible ways of diversifying the portfolio, including sectoral and geographical diversification on the assumption that investments are concentrated in metropolitan areas. The identification of investment portfolio diversification principles, including liquid assets and the real estate market, embraces this perspective on the conditions of the functioning of EU REITs, whose business goal is to manage professionally diversified real estate portfolios.
Introduction
The important attributes of real estate, namely its profitability and ability to hold value, make it a popular object of capital allocation both for individual investors and especially institutions. The latter want to multiply their capital by including real estate in their investment portfolios, which are diversified and, as such, offer lower risk and satisfactory returns, particularly to conservative investors. Property as a portfolio component is considered to be an investment that creates future income and ensures the appreciation of the value of the invested capital. Its benefits depend on the usage (utility function), provided standard (quality of the building and leased space), and results of the adopted strategy and actions in terms of value management. Seeking to maximize financial gains related to individual assets, the investor looks for the best possible (economically optimal) way in which they can be developed and managed.
In broader terms, direct and indirect property investments ensure capital gains (capital investment property), financial income (debt and equity financial instruments in the real estate market) and benefits (rental investment property), as well as allowing investment risk to be managed through property derivatives (derivative financial instruments in the real estate market).
Reasons presented to institutional investors for including property in their investment portfolios that have been provided in literature on the topic can be divided into traditional and modern. The former include: satisfactory return on the investment (high gross margin profitability of total capital), low price volatility, high returns in relation to risk, potential for protection against inflation and deflation, stable rental revenue components, predictable components of operating expenses, and a low correlation with other assets, which allows for the diversification of the portfolio. An argument put www.degruyter.com/view/j/remav vol. 22, no. 1, 2014 forward nowadays is the role of real estate as a significant element of the global investment market (from the portfolio investors' perspective), resulting in the wider use of these particular assets in modern financial instruments (DUCOULOMBIER 2007) . Assuming that the investment portfolio is characterized by a number of investment instruments held by individual (natural persons) or institutional investors, including companies (legal persons), the property market portfolio includes non-financial assets obtained directly (investment property) and indirectly through acquired financial instruments of the real estate market. In principle, it includes non-financial investment instruments and liquid assets, while the diversity of investments applies to the entire portfolio, regardless of its elements.
This paper intends to present a theoretical view on the principles of real estate portfolio diversification by indicating the need for further studies to place more focus on the significance of financial instruments, particularly property derivatives, that in mature markets are regarded as instruments of real estate portfolio risk management.
Real estate diversity as a determinant of portfolio diversification principles
Diversification is a strategy consisting of the distribution of available resources among different types of investments with respect to financial instruments and including the sectoral diversification of their issuers. The implementation of this strategy is aimed at reducing risk and achieving the expected returns on investment. The principles of diversification are essentially common to financial instruments and property. In relation to the latter, it is defined as the practice of dispersing and spreading capital by investing in property while accounting for its geographical diversity, with investments concentrated in selected geographical regions (usually defined as administrative areas), which is aimed at reducing risk. The observed practice of the dispersion and spread of investment consists of diversifying asset classes and types within various sectors and regions, separated administratively or geographically (HOESLI, LIZIERI 2007) .
The overriding objective is reducing the impact of specific risk factors: sectoral and geographical. The real estate market portfolio is described as a selected set of legal rights to property, resulting from undertaken investments that were sectorally and geographically diverse (HOESLI, LEKANDER 2007) .
By allocating resources, the investor acknowledges the adopted principles of the investment policy that are subject to the formulated strategy. In the case of professional real estate investors, the principal investment objectives are: the protection of real asset value, achieving investment revenues, and an increase in asset value resulting from the increase in investment value. The investment policy principles determine the means of achieving the investment objective, in particular: the types of securities and other property rights which are the subject of investment, investment selection criteria, investment diversification principles, possible investment restrictions, and the acceptable value of loans taken out by the investor 1 .
The consideration of the real estate portfolio diversification principles includes an aspect related to the liquidity of assets which are the subject of investment. Liquidity should be considered as a multidimensional concept, related not only to the time of withdrawal from an investment, but also to the direct and indirect costs of the transaction, the risk and uncertainty of achieving the expected sales price and the price factors of the sale/purchase agreements, dependent on the nature of the investments and on the market conditions (Kucharska-Stasiak, 2006) . The risk of asset liquidity in terms of portfolio diversification is considered as: the cost of the rapid liquidation of a portfolio, uncertainty about the sale with no impact on prices, the cost of an immediate sale, and the protection of capital.
The diversification of investments that acknowledges the diversity of property, including its types, classes and location factors, determines the possible sectoral dispersion of the investment, which is recognized by market analysts as a means of diversification that is of paramount importance (DUCOULOMBIER 2007) . The geographical dispersion of an investment produces results dependent on the property type (CHENG, ROULAC 2007) , while the conducted studies distinguish economic regions www.degruyter.com/view/j/remav vol. 22, no. 1, 2014 which are more significant to diversification than administrative units (DUCOULOMBIER 2007) or metropolitan areas (HOESLI, MACGREGOR 2000) in which the investment capital is concentrated. The diversification of portfolios is also a result of including assets characterized by different investment potentials, including revenue-generating real estate and property with value-adding potential (BACZEWSKI, HANDS, LATHEM 2003; SHILLING, WURTZEBACH 2012 ).
Taking into account the level of acceptable risk and the expected return that depends on rental revenues and/or the potential increase in the value of the invested capital, and acknowledging the participation of external financing as well as the level of control over the resource, real estate as a portfolio component can be divided according to the typology proposed by the NCREIF 2 into "core" property (strategic rental investment property), "value added" property (development property), and "opportunistic" property (speculative property).
Strategic property is defined as assets providing steady revenue from rent which is an indicator of its overall profitability. This type of property represents the main sectors of the commercial real estate market that institutional investors find the most attractive: office property, retail property, warehouses and logistics centers, residential apartment buildings and hotel facilities. The second type is represented by assets which have a potential for an increase in value, are characterized by average volatility and whose value-added effect largely determines their profitability. These include the main property types as well as nursing homes, hospital facilities, recreational facilities, and dormitories. Speculative property are assets described as alternative (often having the character of special-purpose property), which are the subject of speculative development investments -property held for trading or leasing and land development projects. These assets are characterized by a large variability of the expected value and their overall profitability is determined by the increase in the value of the invested capital (BACZEWSKI, HANDS, LATHEM 2003) .
Investment potential is assessed through the expected rate of return on the investment, as indicated by the property index. As regards the proposed classification (BACZEWSKI, HANDS, LATHEM 2003) indicated in Table 1 , it is the "NCRIEF Property Index" which constitutes the benchmark in the analysis of investment property and functions as an indicator in the classification of commercial property. Source: based on BACZEWSKI, HANDS, LATHEM (2003).
The typology of property as a potential investment asset presented in Table 1 allows the basic characteristics of a diversified real estate portfolio with varying investment potential to be defined. A portfolio with plenty of "core" property and a low LTV ratio allows the investor to expect a relatively high return, characterized by low volatility. A portfolio including a lot of property with a value added potential ("value added" property), but requiring capital injections is characterized by less predictable cash flows. The results of prospective development projects also remain uncertain. The return on this portfolio is largely determined by the appreciation of the capital invested in the asset, and will exhibit average volatility. The portfolio of alternative ("opportunistic") assets offers a chance to achieve above-average returns; however, it is characterized by strong fluctuations in profitability due to the exposure to risky development investments, including speculative ones. One should also emphasize the importance of risk factors resulting from the limited control over assets, as well as from the applied financial engineering and the high level of debt.
In a bid to diversify the assets, certain actions are proposed (DUCOULOMBIER 2007). They have been defined at the subsequent stages of active investment portfolio management and include: defining the objectives and assessing the feasibility of meeting them, choosing strategic objectives the implementation of which is superior and most likely, taking into account obstacles connected with the restructuring of the portfolio and considering any other limitations. Portfolio management activities which are to result in the formulation of a strategy aimed at reducing the investment risk have been presented in Table 2 .
Table 2
The stages of active real estate portfolio management Objectives 1. Selecting a reference portfolio and a reference investment (benchmark) 2. Defining the expected return in relation to the benchmark 3. Determining the level of acceptable risk 4. Determining the time period in which the objectives are to be reached and determining the way of measuring the results Analysis of the existing portfolio
Comparison of the existing capital assets with ones forming the benchmark and analyzing the results achieved so far Evaluation of the feasibility of achieving the objectives Estimation and evaluation of the return on the existing portfolio in relation to the benchmark, and calculating the probability of achieving the investment goal Identification of barriers connected with the restructuring of the portfolio The need to keep property in a portfolio for which development projects aimed at increasing the asset value are conducted or anticipated. The need to take into account the time required to withdraw from the investment and the costs associated with this process. Difficulties arising from market conditions. Strategy formulation New investments. Property held for sale. Specific types and locations for real estate designated for takeover.
Identification of needs in terms of operational management
Source: DUCOULOMBIER (2007, p. 43) .
The choice of investments and the degree of their diversification aimed at reducing portfolio risk is subordinated to fixed investment objectives, which in terms of the relevant economic and financial parameters determine the benchmark for investment property. The benchmark is defined as an economic indicator related to property, which can identify a model portfolio or determine the attractiveness of a single investment instrument (a certain property type), and constitutes a certain www.degruyter.com/view/j/remav vol. 22, no. 1, 2014 value, a point of reference and a target parameter (or a set of parameters) expected by the investor. A benchmark for a specific property type is determined through values, including technical, functional, behavioral, organizational and economic (FORYŚ 2006) , which determine the operational and market standard 3 , and in the case of investment property are a determinant of its investment attractiveness.
Investment diversification on the example of EU REITs
The high capital intensity of real estate, significant costs of market monitoring and management, and costs of acquiring information as well as those associated with transactions make diversification as presented in this paper possible in the case of collective investment institutions -real estate companies and investment funds, whose existence reduces the market access barrier (HOESLI, LISIERI 2007) and increases the range of investments characterized by smaller liquidity risk. In the European property market, the role of a professional investor whose primary business goal is to build and manage a geographically and sectorally diversified investment portfolio is played by the EU-REIT structure. Its characteristics have been described in "The EU REIT and the Internal Market for Real Estate" report (EICHHOLTZ, KOK 2007) . Taking into account the EU regulations in force, an EU-REIT has the status of a public company listed on the stock exchange, the value of which is related to the actual valuation of property that constitutes its primary portion of assets (Mazurczak, 2011) . The company is established with a view of effectively managing the portfolio and rental investment property, the proceeds from which are a vital source of revenue received by the company. Capital gains resulting from purchases and sales occur only in connection with the restructuring of the investment portfolio and are not a result of speculative investments. A REIT has a privileged tax status, provided that the assumed dividend policy is implemented (EICHHOLTZ, KOK 2007) . The selected characteristics of REIT structures in selected countries, i.e., Germany, France and Great Britain, have been shown in Table 3 .
European real estate companies making investments within the determined investment policy objectives apply the principles of geographical and sectoral diversification, and that in which different property types are taken into account. The presented research results (EICHHOLTZ, KOK 2007) on real estate companies with market capitalization exceeding EUR50 million confirm the applied geographical diversification (including international diversification), and it is assumed that national companies concentrate more than 75% of the total investment in the country of origin. Out of 124 examined real estate companies, 90 (77.2%) operate in domestic markets, while 34 (22.8%) in international ones. The sectoral diversification disclosed by analysts corresponds to the concentration of investments in one sector -33 companies (26.6%), two sectors -48 companies (38.7%), three sectors -37 (29.8%), and four or more sectors -6 companies (4.8%), with a minimum investment of 10% of assets in a specific sector. The dispersion of investments in various property types is practiced by most companies with the same assumption. The majority of companies (71%) invest in office property, retail property -57.3%, warehouses -29%, residential housing -20.2%, hotels -5.6%, and other property types -30.6% (EICHHOLTZ, KOK 2007).
Conclusions
The study of relevant literature has allowed conclusions regarding the applied diversification principles of a real estate portfolio in relation to professional investors of an EU-REIT status to be drawn:
-Sectoral and geographical diversification in the national property market; -Sectoral diversification including investments in the global market; -Geographical diversification with acknowledgement of geographical, administrative and economic regions; -Diversification in terms of the scale of the investment (defined in relation to quality -physical characteristics, or quantity -property value) and the nature of the investment (metropolitan, location in metropolitan areas 4 ); -Diversification in terms of property investment potential and the means of capital recovery by the investor; -Diversification in relation to asset liquidity risk. Changing market conditions require a dynamic approach to the management of investments in real estate, which is reflected by spreading and dispersion in order to reduce the negative impact of risk factors in face of dynamic changes in the environment. Managing a diversified real estate portfolio is aimed at creating value, mostly as a result of the selection of investments and strategic assets, and the management of directly controlled property; this is subordinated to the realization of the investment policy principles and the target effect in the form of the expected return and accepted level of investment risk. An EU-REIT is a structure which holds the potential to achieve these objectives -namely, sector and geographical diversification, recognizing the significance of crossborder investments that enable investment diversification.
The use of financial instruments, including property derivatives, as a means of diversification is bound to increase the scope of the instruments used to date.
